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Table 17: Company Valuation & Target Prices

Price Mkt Value Total Enterprise Discount Term. EBITDA 11/89 %  1A/00 % Target %
Company (6/17) Shares of Equity Debt Cash  Value Rate Multiple ~ PMV Upside PMV Upside Price Upside
ELl §1313 517 678.8 60.0 476 6912 15% 10.0 $2000 52% $2800 113% 2000 52%
e.spire $17.38 548 952.4 4930 4100 10354 15% 95 $25.00 44% $3000 73% $28.00 61%
ICG $31.75 443 14065 9575 2170 21470 15% 9.0 $4200 3% $56.00 76%  $4200 3%
Intermedia $3875 334 12943 12240 7569 17614  RSTR RSTR RSTR RSTR RSTR RSTR RSTR RSTR
RCN $2038 555 11311 6850 7750 11,0411 RSTR RSTR RSTR RSTR ARSTR RSTR RSTR RSTR
Teleport $5844 1810 105776 14240 1733 118283 RSTR RSTR RSTR RSTR RSTR RSTR RSTR  RSTR
Teligent $28.00 536 15008 3000 4249 13759 15% 9.0 $37.00 32% $5200 86%  $37.00 32%
USN $8.25 30.1 2483 1722 875 3330 15% 9.0 $1800 118% NA NA $18.00 118%

Scurce Memii Lynch estimates

CLECs Currently Trade At EV
1o Gross PP&E Multiples Of
2.4x For 1998 & 1.9x For 1999

30

Additional Valuation Metrics

Investors utilize a variety of techniques to value the CLEC group. While our
valuation work relies heavily on 10-year discounted cash flow analysis. we look at
other parameters in determining our opinion on the stocks. These other valuation
benchmarks include multiples of enterprise value (EV) to:

¢  Gross property, plant & equipment (PP&E);

¢ Revenues

8 Gross PP&E

As a growing base of local assets is one of the key value drivers for the CLEC
group, the comparison of EV to gross PP&E multiples can prove useful. CLECs
which are predominately facilities based have invested significant capital in the
buildout of facilities. This should be reflected in lower gross PP&E multiples
compared to other CLECs more reliant on UNEs and TSRs. For example, ICG
which provides 48% of services via on-net facilities currently trades at a 1.9x
multiple to 1998E gross PP&E vs. WinStar which provides only 15% of services
via on-net facilities and currently trades at a 3.5x muitiple. However, it is
important to note that other variables such as takeover speculation, Street
concemns, or financing activities may be influencing the enterprise value of
companies near term. These influences may, therefore, cause the multiple to
deviate from fundamentally based levels. In our analysis, we do not include either
USN or McLeod as they are both primarily resellers of ILEC facilities and employ
a business strategy that does not require a high level of capital expenditure which
skews the observed PP&E multiple and is not reflective of their fundamental
valuation. Charts 14 and 15 below, detail the current gross PP&E muitiples
currently accorded the CLECs.
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Chart 14: CLEC Valuation: 1998E Gross PP&E Muitiples (6/17/98)
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Chart 15: CLEC Valuation: 1999E Gross PP&E Multiples (6/17/98)
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CLECs Currently Trade At EV
To Revenue Multiples Of 7.1x
For 1998 & 4.6x For 1999

Chart 16: CLEC Valuation: 1998E Revenue Multiples (6/17/98)

B Revenue

Due to the relatively nascent stage of the CLEC group and the wide variation of

revenue mix (i.e.. local switched services vs. long distance) within the group, there
is a wide range in the revenue multiples. For instance. WinStar and McLeod. with
only an estimated 35% and 33%, respectively of revenue coming from core CLEC

switched local service. trade at much higher multiples than CLECs such as

Electric Lightwave and e.spire whose revenue is derived predominately from local
services (65% and 70%, respectively).

As with gross PP&E multiples, takeover speculation and other non-fundamental
influences can impact the enterprise value of a company and skew the multiples.
We believe this may be the case with WinStar, as recent takeover speculation
involving British Telecom has increased its share price by over 15% in the past 2
weeks. Prior to the takeover speculation, WinStar was trading at a 6.6x multiple

to 1998E revenue vs. the current 7.6x multiple
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Chart 17: CLEC Valuation: 1999E Revenue Multiples (6/17/98)
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B Takeover Multiples

As shown in Tables 18 and 19 below, CLECs in our coverage universe are currently
trading at a sharp discount relative to the takeout multiples obtained by MFS
Communications and Brooks Fiber and Teleport. Further, our private market price
objectives translate into enterprise value to 1998E gross PP&E multiples in the 1.7-
2.7x range (see table 19) and enterprise value to 1998E revenues of 4.4-10.6x.

Table 18: Multiples Paid For Acquired CLECs

Gross PP&E Revenue
1998E 199SE 1998E 1999E
MFS 2.3x 1.8x 4.1x 31x
Brooks 38 28 102 6.9
Teleport* 40 30 15.1 10.1

*As of 6/17. deal estimated to close by end of June.
Source. Mermill Lynch estimatas

Table 19: Estimated Takeout Multipies Implied By Our Price Objectives*

Enterprise Value +
Revenue Gross PP&E

Price Objective** 1998E 1999E 1998E 1999E
6.5pire $28 73 35 27 22
Electric Lightwave $20 106 57 1.7 1.2
ICG $42 44 29 23 18
intermedia RSTR RSTR RSTR RSTR RSTR
RCN RSTA RSTR RSTR RSTR RSTR
Teleport RSTR RSTR RSTR RSTR RSTR
USN* $18 2.1 1.1 NM NM
* Enterprise value as of 6/12/98

** Merril Lynch private market based price objective

"USN gross PP&E muttiples are not meaningtul due to reselier nature of business plan which requires a low leve! of
caphal investment

Source: Merili Lynch estimates
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7. Quarterly Reviews
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Electric Lightwave Inc.

Vice President

¢13 212 4409-3241

mark_kastan @ mi.com 1Q Results: Strong Core CLEC ACCUMULATE*
Daniel P Reingold. CFA Revenue But Lower Access Line Growth
First Vice President
11212 449-5631 Reason for Report: 1Q Resulis Reported Long Term
daniel_p_remgold@ml.com ACCUMULATE
Price: $18
12 Montr Price Objective:  $20 Investment Highlights:
Estimates (Dec) 1997A  1998E  1999E * On May 4, ELI reported 1Q results with revs.
EPS- 450,80 4s1 65 45304 & EBITDA in line with our ests. Access line
P/E: NM NM NM additions were 17 % above our ests. but
gf’sgg 26“\ e Yey) ar dsg}: NM showed a 28 % sqt’l decline vs. 4Q97.
! S (Man N2 P
Cach Flow ‘Share. M ds2 14 45195 o Wt_z maintain our 12 month DCF-basesl price
Price’Cash Flow NM NM NM objective of $20 & our Accumulate opinion.
Dividend Rate Nil Nil Nil
Dividend Yield Nil Nil Nil . o
Fundamental Highlights:
Opinion & Financ:a! Data T .
P 1 o — e 1Q corporate rev. was $20.1MM, in line with
mestment Upinion: bt y
Mht Value / Shares Outstanding (mn).  $929.5 /52 our est. Of: $20.5MM, up 4‘7'{ sqt’ly & 91%
Book ValueShare (97 $5.14 y/y. Topline growth was driven by local
Price/Book Ratio: 3.5 switched rev. of $6.0MM, 18% above our est.,
LT Liabilits & of Capnal: 59.0% .
Est 5 Year EPS Growth:  NA up 36% sqt’ly . However, the growth rate
o was off-set by dedicated local & LD private
Stock Datz line rev. of $9.1MM, down 11% sqt’ly & 6%
. »‘s'f‘f;k ia“ge‘ ;f&/fg%ém below our est. of $9.7MM & LD rev. of
ymbol 7 exchange:
: Opnoﬁs None $1.8MM, down 10% sqt’ly & 28 % below our
Insututional Ownership-Spectrum:  53.3% est.
'L Industry Weightings & Ratings** ¢+ ELI’s 1Q EBITDA loss widened by 96%
Strateg:: Weighting Rel. to MKL: sqt’ly & 35% y/y to $9.8MM, in line with our
Income:  Overweight (07-Mar-95) est. of $10.0MM. W
Growth:  Underweight (07-Mar-95) .
Income & Growth  Onerweight (07-Mar-95) e We are lowering our full-vear revenue
Capital Appreciation:  Overweight (16-Jan-96) forecast by 3% from $103.3MM to
Marhket Anahsis: Technical Rating:  Above Average (24-Dec-96) $100.5MM due to delays in local access line
“inermediate wrm opimon lasi changed on 06-Feb-98. provisioning by USW. We maintain our full-
*The vew s enpressed are those of the macro depaniment and do not
necessans comcide with those ;1 the Fundamental analyst. year EBITDA loss est. of $48.7MM.
For tuliimvestmen: opimia § 18 {
tul m rinton definiions. see footnotes Stock Performance
2 — i S 0.020
21 f 0.01%
2 0.018
" !
18 l 0.017
17 0.01¢
168 0.018
:: | ‘ 0.014
19 0.013
124 e S S — —1 - - - 0012
1905 15 1997 1090
Merrill Lvnch & Co. = Electric Lightwave inc.
Global Securities Research & Economics Group T Mloser e ndex (600) (Righ Boale)

Global Fundamental Equity Research Department
438200435197/4351 001435000 RC#2011394]
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e ELI's 41,270 access lines in service at
guarter-end amounted to a gain of 20%
sequentially
& almost 3 fold y/y. Access line additions fell
short of 4Q results with almost 7,000 added
during the quarter vs. 9,600 during 4Q but
were 17% higher than our estimate of 6,000.
ELI attributed the lower access line additions
to delays obtaining leased T1 building
connections from US West (USW) & expect
this will be alleviated near term with the
resolution of ELI’s antitrust lawsuit against
USw.

On May 4, Electric Lightwave (ELI) reported 1Q results

with rev.and EBITDA loss in line with our ests. Due to

current delays in local line provisioning by USW, we are
lowering our full-year 1998 revenue est. However, we
look for higher sequential access line additions during the
remainder of '98 as local line provisioning capacity in
USW territories ramps up.

Table 1: 1998E Revised Rev. Aliocation

1Q Highlights

1. Strong Core CLEC Revenue Growth:

Corp. rev. for the quarter was $20.1MM. in line with our
est. of $20.5MM. up 4% sqt’'ly and 91% y/y. Normalized
for the loss during 1Q of $0.8MM of long haul rev. from
the expected expiration of a contract with IXC Comm.,
corp. rev. increased 9% sqt'ly. The solid rev. growth was
driven by local switched rev, of $6.0MM, 18% above our
est. of $5.1MM. up 36% sqt’ly and enhanced data rev.
of S3.1MM. slightly below our est. of $3.2MM, up 24%
sqt’ly. Dedicated network access rev.(local or long haul
private line sves.) was $9.1MM, 6% below our est. of
S9.7MM. down 11% sqt’ly (a decrease of 4% when
normalized for the loss of IXC Comm. revenue). We est.
that approx. 70% of network access rev.($6.4MM) came
from local private line and 30% ($2.7MM) came from
long haul private line. Comprising the smallest rev.
component. LD switched rev. was $1.8MM. 28% below
our est., a 10% sqt’'l decrease. LD switched rev. has two
components. wholesale and retail, and the sqt’l decrease
was due to a 25% sqt’l decline in the wholesale, lower
margin portion (approx. 60% of the total or $1.2MM of
4Q97 revs.) which more than offsets a 7% sqt’l increase
in retail switched LD rev.(approx. 40% of the total or
$0.8MM of 4Q97 revs.).

We are lowering our total corp. rev. forecast of

$103.3MM for full-year ‘98 by 3% to $100.5MM due to .

the delays in local line provisioning by USW and are
reallocating divisional revs. to account for the strong
growth in local switched sves. and a more conservative
view towards growth in switched LD and private line
sVes.

Forecast

($ in millions) Prior Revised % Change
Local Switched 25.3 316 24°%
Long Distance Switched 139 9.4 -32%
Data 18.0 18.0 -
Network Access

Local R.2 29.0 -10%
Long Haul 138 124 -10%
Total Network Access 46.0 415 -10%
Total Reverue ) 103.3 1005 -3%

Source: Merrill Lynch estimates

2. Lower Net Local Access Line Growth:

As shown in Table 2 below, net local access line
equivalents at the end of 1Q were 41,270, a sqt’] increase
of 7,000 or 20%. While net quarterly access line
additions were 17% above our est. of 6.000. net line adds
declined 28% from the 9,600 access lines added during
4Q97. We attribute this'decline to ELI's heavy reliance
on T1 connections leased from USW. According 1o the
company, USW has been slow to provision T1's and this
has led to a backlog of almost 20,000 access line
equivalents at the end of 1Q. Company expects that this
issue will be resolved with the settlement of ELI’s anti-
trust case against USW expected in the next few months.

Table 2: Access line Equivalents
4Q97A 1Q98A  Seq'l Change

Resold Local Lines 1,136 1,770 56%
CENTREX/On-Net Access Lines 8.000 8.000 0%
ISON Trunks* 8,809 12,000 36%
T1 Trunks*™* 16377 19500 19%
Access Line Equivalents 34,322 41270 20%

* Assumes 23 access fine equivalents per ISDN trunk
** Assumes 2.5 access line equivalents per T1 trunk
Source: Company reports

3. EBITDA Loss In Line With Expectations:

1Q EBITDA loss was $9.8MM, in line with our est. of
$10.0MM, a widening of 96% sqt'ly and 35% y/y. We
maintain our full-year ‘98 EBITDA loss est. of $48.7MM.
Net loss for the quarter (after a one time charge for a
change in accounting principals) was $14.8MM, 13%
lower than our est. due to lower interest and dep. & amort.
expenses and a $2.4MM tax benefit.

4. Cap Exp:

At $34.4MM, cap exp for the quarter was only slightly
more than half of our est. of $60MM. As the company
spent 1Q gearing up for network builds during the
remaining 3Q’s of ‘98, we are maintaining our full-year
‘98 est. of $270MM.
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Conclusion:

We muintain our 12 month price objective of $20 based
on our 10-vear discounted cash flow (DCF) model. Key
assumptions 1n our analysis include a 15% discount rate, a
10x multiple on terminal vear EBITDA. a 7.3% perpetual
growth rate of unlevered free cash flow, and a 10%
“haircut” to private market value for majority (83%) stock
ownership by Citizens Utilities.
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reg:saion of have been gua'ied for sale MLPFAS or s attuiates usually make a marke! in the securities of this company
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Table 3: Electric Lightwave Detailed Financial Forecast

4Q97A 1997A 1Q98E 20Q98E 3Q98E 4Q98E 1998E 1999E 2000E 2001E 2002E 2003F 2004E 2005E 2006E 2007E
Revence
Local Swiched 44 105 6.0 7.0 83 104 316 695 1390 2475 3910 5786 7927
. 1.006 8 1.147.7 1.239.6
LD Switched 20 81 1.8 21 25 3.0 94 160 265 423 656 984 1378 1792 2150 2580
Data 25 89 31 37 48 64 180 360 684 1085 1588 2064 2621 3277 4030 4433
Network Access
Local 72 235 6.4 6.9 75 82 280 431 606 750 900 1035 1165 1283 1422 1522
Long Haul 31 1041 27 29 3.2 35 124 232 356 500 600 690 776 862 948 1014
Total Network Access 102 335 92 88 107 118 415 663 962 1250 150.0 1725 1941 2155 2370 2536
Total Revenue 182 611 20 226 263 315 1005 1879 3301 5243 7854
1,056.0 1,386.8 1,729.1 2.002.8 21945
Expense
Network Costs 103 295 92 13 131 156 482 752 1155 1678 2296 2923 3541 4072 4351 4398
Eng.Ops 38 152 38 44 5.0 60 194 357 627 996 1454 2006 2635 3285 3805 4170
Sales & Marketing 45 138 49 55 6.4 76 244 432 693 1075 1531 2059 2704 3372 3805 4279
Admin General 45 202 105 115 127 145 492 654 859 1158 1559 1981 2254 2447 2569 2796
Lease Payment 12 52 13 17 2.0 20 70 100 100 100 100 100 - - - -
Dep. & Amont 36 112 39 54 6.5 79 236 467 661 858 1065 1205 1345 1485 1625 1765
Interest exp net 07 12 07 28 34 45 112 693 1173 1623 2066 2462 2828 3062 3116 3116
Taxes (1L3) (137 (24 (20 @0 (20 (84) -
Net Profit (Loss} (7.9) (339) (12.0) (17.8) (20.8) (24.6) (75.1) (157.6) (196.8) (224.4) (241.7) (217.5) (1439) (432) 656 1421
EPS $(0.18) $(0.80) $(0.24) $(0.36) $(C.41) $(0.49) $(1.50) $(3.06) $(3.71) $(4.10) $(4.29) $(3.75) ${2.41) $(0.70) $103 §$218
Shares O'S 444 424 487 499 502 504 501 516 531 547 563 580 598 616 634 653
EBITDA (5.0) {228) (8.8 (118 (129) (142) (487) (416) (134) 237 714 1491 2734 4115 5387 6302
Cap Exp 666 1270 347 750 850 750 2697 2500 2000 2000 1750 1750 1750 1750 1750 1750
Free Casn Fiow NA (1628) (54.4) (55.1) (58.2) (60.8) (336.5) (370.9) (340.7) (348.6) (320.2) (282.0) (184.3) (79.7) 431 1336
Net Dent NA 131 78 NM NM NM 450 741 955 1,131 1235 1.260 1,162 926 561 106
Margrs
Networx Expense 470% 470% 459% 50.0% 499% 495% 48.0% 40.0% 350% 32.0% 300% 27.7% 255% 236% 21.7°% 20.0%
Eng ‘Ops 23.0% 23.0% 195% 193% 192% 191% 19.3% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 19.0% 18.0% 19.0%
Saies & Marketing 24 0% 24.0% 246% 243% 243% 241% 243% 23.0% 210% 205% 20.0% 19.5% 19.5% 195% 19.5% 19.5%
Agmun General 33.0% 32.0% 524% 51.0% 4B82% 46.0% 49.0% 348% 26.0% 221% 204% 18.8% 16.3% 14.2% 128% 127%
_ease Payment 10.0% 10.0% 62% 75% 76% 63% 69% 53% 30% 19% 13% 09% 00% 00% 00% 00%
Dep & Amort 185% 18.3% 194% 23.9% 246% 250% 235% 249% 200% 164% 139% 114% 97% 86% 81% 80%
interest exp. net NA 19% 37% 11.6% 128% 142% 11.2% 369% 355% 310% 27.0% 233% 204% 177% 156% 142%
Pretax Profit {loss) NA NM NM NM NM NM NM NM NM NM NM -206% -104% -25% 3.3% 65%
Net Prafit {Less: NA NM NM NM NM NM NM NM NM NM NM -206% -104% -25% 33% 65%
EBITDA: NA NM NM NM NM NM NM NM 41% 45% 8.3% 14.1% 19.7% 23.8% 269% 287%
Y7 Change
.oca’ Revenues NA  NA NA NA NA 133.5% 140.0% 120.0% 100.0% 78.0% 58.0% 480% 37.0% 27.0% 140% B.0%
LD Revenues NA NA NA NA NA 467% 711% 700% 650% 600% 550% 500% 400% 300% 200% 20.0%
Data Revenues NA NA NA NA NA 153.8% 102.3% 100.0% 80.0% 600% 450% 30.0% 27.0% 250% 23.0% 10.0%
Locai Netwx Access NA  NA NA NA NA 150% 23.6% d486% 405% 238% 200% 150% 125% 110% 100% 7.0%
LD Network Azcess NA  NA NA NA NA 150% 236% 867% 53.3% 405% 20.0% 150% 125% 110% 10.0% 7.0%
Totai Network Access NA  NA NA NA NA 150% 639% 600% 450% 30.0% 20.0% 150% 125% 110% 100% 7.0%
Tota' Revenue NA  NA NA NA NA 639% 645% B87.0% 757% 588% 46.0% 380% 31.3% 247% 158% 96%
Netwerk Costs NA  NA NA NA NA 522% 66.7% 526% 53.7% 452% 369% 273% 211% 150% 69% 1.1%
Eng.‘Ops NA  NA NA NA NA 585% 27.3% 844% 757% 588% 46.0% 380% 31.3% 247% 158% 96%
Sales & Marketing NA  NA NA ~ NA NA 688% 756% 769% 604% 551% 424% 345% 313% 247% 158% 9.6%
Acmin General NA NA NA NA NA 222.4% 1441% 328% 314% 347% 7% 270% 138% 85% 50% 88%
Dep & Amen NA  NA NA NA NA 121.1% 1117% 97.7% 414% 298% 241% 131% 116% 104% 94% B.6%
Interest exp. net NA  NA NA NA NA NM NM NM 69.3% 384% 273% 192% 149% 83% 1.8% 00%
Net Profit (Loss) NA  NA NA NA NA NM NM NM NM NM NM NM NM NM NM NM
EPS NA  NA NA NA NA NM NM NM NM NM NM NM NM NM NM NM
Shares 0'S NA  NA NA NA NA 137% 182% 30% 30% 30% 30% 30% 30% 30% 30% 30%
EB'TDA NA  NA NA NA NA NM NM NM NM NM 201 6% 109.0% B33% 50.5% 31.2% 168%

Source  Mermil Lynch estimates
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13 May 1998

United States
Telecommunications/Services - Local

ICG Communications, Inc.

Vice President

011 212448-3241

mark_kastan@ mj.com IQ Rpt,d: Strong CLEC Results But ACCUI\’IULATE*
Daniel P. Reingold. CFA NETCOM Disappoints; Est’s cut
First Vice President
o (1h212349-5631 Reason for Report: 1Q Results Reported Long Term
danel_p_reingold@ml.com ACCUMULATE

Price: $33 1/4
Estimates (Dec) 1997A 1998E 199SE
EPS: ds$9.75 d$6.49 -5.48
P/E: NM NM NM
EPS Change (YoY! NM NM
Consensus EPS d$6.55 ds5.56
(First Cali. 25-Apr-98)
Q1 EPS Mary: ds2.09 dst.9
Cash Flow/Share ds7.99 d$3.98 d$1.9]
Pnce/Cash Flow: NM NM NM
Dividend Rate: Nil Nil Nil
Dividend Yield Nil Nil Nil
Opinion & Financial Data
Investment Opinion:  D-2-2-9
Mkt Value / Shares Ouistanding (mn).  $1.120/32
Book Value/Share (-97)  -8.88
Price/Book Rauo:  NM
Stock Data
S2-Week Range:  $44 1/4-511 3/8
Symbol / Exchange:  ICGX/OTC
Options:  AMEX
Instiutional Ownership-Spectrum: 83.6%
Brokers Covenng (First Cally 15
ML Industry Weightings & Ratings**
Strategy: Weighting Rel. to Mkt.:
Income: Overweight (07-Mar-95)
Growth:  Underweight (07-Mar-95)
Income & Growth:  Overweight (07-Mar-95)
Capitai Appreciation:  Overweight (16-]an-96)
Marhket Analisis: Technical Rating:  Above Average  (24-Dec-96)

“intermediate e oponion Jast changed on 18-Sep-97.

> T Cseapressed are those of the macro department and do not

corcide with those of the Fundamenial analyst
For fuii myvestment ommeoen defimlions. see footnotes.

Merrill Lynch & Co.
Global Securities Research & Economics Group
Global Fundamental Equity Research Department

435240/438200/435197/435100/435000

Investment Highlights:

e On May 1, ICG announced 1Q results with strong
CLEC revenue & line growth but NETCOM (the
ISP subsidiary) results were disappointing.

e Although we Jowered estimates, we maintain our $42
12-month price objective & reiterate our Accumulate
opinion as the key value driver — the CLEC div. —
continues to demonstrate strong fund. momentum.

Fundamental Highlights:

e 1Q CLEC rev. was $58.5MM, 8% above our est. of
$54MM, up 23% sqt’ly & 91% y/y. CLEC rev.
growth was driven by switched local services rev., up
66% sqt’ly to $28.2MM & 12% higher than our est.
of $25MM. Total rev. was $126MM, 4% below our
est. of $131, up 61% sqt’ly & 99% yly.

o 1Q EBITDA loss was in line with our est. at
$25.7MM, a 10% improvement over 4Q, even
accounting for the impact of lower rev. The key to
the improvement was SG&A control which
improved sqt’ly as a percent of rev. from 49.9% in
4Q1t046%.

e Net local access lines increased 32% sqt’ly to 186,000
from 141,000 at 4Q quarter-end with the number of
new lines added growing 6% vs. 4Q.

s  We raisied our CLEC rev. est. for ‘98 by 3%, but
adopted a more conservative view towards network
service & NETCOM (both rev. & EBITDA). Thus,
our total corporate rev. est.’s were lowered by 3%
for ‘98 & ‘99 and our EBITDA est. by 87% for ‘98 &
6% for *99,

Stock Performance
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ICG Communications. Inc. = 13 May 1998

@Merri“ Lynch

On May 1. ICG Communications (ICG) reported 1Q98
resuits. Although we were impressed by strong CLEC
tcompetitive local exchange carrier) results — both rev.
growth and line adds in the period — NETCOM, ICG’s
newly acquired ISP (internet service provider) and
network services posted disappointing results. As a
result, we lowered full year rev. and EBITDA ests. for
both "98 & '99. We are, however, reiterating both our
Accumulate opinion and $42 12 month private market
value-based price objective (with no public market
discount) as the key value driver — 1CG’s CLEC
operation — continues to exhibit strong fundamental
momentum. As a result, we have made no material change
to our "07 forecast from which 90% of our $42 10 year
discounted cash flow (DCF) private market value is derived.
In addition, we point out that although the underperforming
divisions represented 41% of rev. in the quarter. NETCOM
1s expected to regain momentum by 4Q and network services
1s a non-core business unit, whose importance should
dimunish over ume (falling to 7% of rev. by *00 and then
only 4% of rev. by *07).

Revenue: Driven by 66% sqt’l growth in switched local
services rev., CLEC rev. (comprised of special access.
switched local services and switched termination) was
$58.5MM. 8% above our est. of $54.1MM, up 23% sqt’ly
and 91% y/y. However, due to lower than anticipated rev.
trom network service (a non-core division which
performs telecom network wiring & maintenance
functions) and NETCOM. total reported 1Q rev. was
SI25.7MM. 4% below our ests.. a 61% sqt’l increase and
up 99 vy,

Components of CLEC rev. include: a) switched local
services Tev. of $28.2MM, (as noted above) up 66% sqt’ly
and 12% higher than our est. of $25.1MM. A portion of
the improvement came from ICG’s rev. per line, up 8%
from $53 to $57 per line vs. our forecast of $52. fueled by
LD rev. obtained from the CGB acquisition; b) switched
terminating access rev. of $14.2MM, 7% lower than 4Q
due to ICG's strategic decision to move away from this
low margin business. However, 1Q switched terminating
access rev. was 9% higher than our est. of $13MM. as the
runoff of rev. is occurring more slowly than we
anticipated: and. c) special access rev. of $16.1MM. in
line with our est., up 4% sqt’ly and 33% v/y.

As pre-released on 4/20, NETCOM rev. was $40.5MM,
flat vs. 3Q and 6% below our $43.0MM forecast.
NETCOM's new sales initiatives (i.e. cross sales and

initiation of new sales channels) have been developing
slower than we had expected and therefore, we do not
expect NETCOM to hit double digit sqt'} rev. growth
until 4Q. Enhanced services (Zvcom) rev. was $6.3MM,
16% lower than our est. of $7.5MM. down both 7% sqt’ly
and 17% y/y. Other total rev. components included:
network services rev. of $11.4MM, 38% lower than
expected, down 27% sqt’ly & 37% y/y, due to
seasonality.

Net Local Access Lines: ICG reported 186.156 net
access lines in service at quarter-end, a sqt’l increase of
32% over 4Q’s 141,035, The 45,100 net lines added
represent a 6% growth in net line additions vs. the 42.499
internally generated (i.e. excluding the impact from CBG
acquisition) 4Q line adds and bodes well for ICG to meet
our forecast of 341,000 lines by year-end 1998. Of the
total lines in service, we est. 47% were served via total
service resale, 24% via unbundled network elements. and
29% via ICG owned switches and last mile loop.

EBITDA: EBITDA loss in 1Q was $25.7MM. a 10%
improvement over the $28.4MM loss in 4Q and in line
with our est. of $25.9MM, even with the lower than
expected total rev. numbers. The improvement in margin
was mainly due to SG&A which improved from 49.9% of
rev. in 4Q97 10 46% in 1Q. We maintain our est. of
EBITDA positive for 4Q98.

Network Buildout Update: Network route miles at
quarter end were 3,194 compared to 3.043 for 4Q. up 5%
sqt’ly and 29% y/y. Total buildings connected to ICG's
local network and switches (either through owned or
leased facilities) increased by an impressive 69% sqt'ly
with 3,931 connected at quarter-end.

Estimate Changes: As shown in Table 1 below, we
made the following est. changes:

Table 1: Revised ICG Forecast

1998E 1999E
(S in millions) Prior New Est. % Chng. Prior New Est. % Chng.
CLEC 279.7 2887 ¥ 5230 5250 --
NETCOM 1967 1773 -10% 2459 2217 -10%
Other* 1450 - 146 T 1875 1481 5%
T'tl Revenue 6214 6006 3% 9264 8958 3%
EBITDA (17.0)  (318) -87% 1339 1261 -6%

“Note: Includes network services, Zycom & satellte services (sale of division pending)

ACGX! The sacurdis of the company are not ksted but trade over-the-counter in the Unded States. In the US. retail sales and/or distnbubon of this report may be made only i siates where thess securities are sxempt from
registzaticn of rave deen Gua.med for saie MLPFSS or ts affilates usually make a market in the securmes of this company
Geimion Key '%-2-0] Investment Risk AatingiX) A - Low, B - Avarage. C - Above Average. D - High Appreciaton Potental Rating (a: int, Term . 0-12 mo., b: Long Term - >1 yr): 1. Buy. 2 - Accumuiate. 3 - Neural 4 -

Recuce 5-Sel &-hoRatrg Income Rammgic) 7 - Same’Higher. 8 - Same/Lower 9 - No Cash Dvidend
Cooyrght 1998 Mernii Lynch Pierce Fenner & Smith incorporated (MLPFAS) This report has been issusd

and approved for publication i the Unred Kingdom by Memil Lynch Pierce, Fenner & Smith Limites which 1§

reguialez by SFA and has been consiaered ana issued in Australia by Mernil Lync: Equmas {Austraia) Limdad (ACN 006 276 795). & hcensed securies dealer under the Austraian Corporations Law. The information herein was

obla:neC from varicus scurces we 00 70t Guaranee s accuracy of miormabon

Nener the information nor any opiINGN expressed constiutes an offer, or an nvration Io make an oier to by

MLPFAS and s atiiates may trade for thewr own accounts as odd-iot dealer market maker. block p

r‘dl/ny securmes of any optons. futures or other denvatves reiated to such sscurmes (“related nvestments’)

of gew in any of this issuer(s) or in related investments. and may be on the opposie side

of pubic orders MLPFAS. s attiates directors. oftcers. employees and employse benett programs may have a Of short posmon in any secures of this issuer|
fime 1c hme perform nvestment banking of other servicas for. or SoicH investment banking or ot%g:r m.n:i from. amnmy mn:?)nod in this me | SS0e1) 1 1 miated nvestmars MUPFAS or s atiates may om

This ressarch repon is prepared for general circulabion and  circuiated for general information only 1t
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Comment Telecommunications/Services - Local '

Intermedia
Communications Inc

1Q Results: Revenues Strong, BUY*
Funding For Growth Continues

Long Term

Reason for Report: 1Q Results Reported
son for Rep Q Resulis Reporte BUY

Price: $733/8 Investment Highlights:

12 Month Price Objective:  $105

e ICIX reported 1Q98 results with strong topline
growth, but larger than anticipated costs related to

Estimates (Dec) 1997A 1998E 1999 new growth initiatives & delays in moving to lower
EPS: ds$10.83 d$16.26 d$13.44 cost long haul network resulted in higher than
PIE o M NM NM expected EBITDA loss.
EPS Change iYoY NM NM
Consensus EPS d$12.25 d$10.80 e Management’s decision to accelerate investment in
(First Call. 28-Apr-98) systems to support key LT. growth initiatives —
QI EPS Mary. d51.89 ds4.16 especially national data contracts with RBOCs —
Cash Flow/Share: ds7.64 ds$8.32 ds2.48 should begin to show attractive returns within the
Price/Cash Flow NM NM NM next few quarters.
g:::g:i E?Sd ;:: ::: g:: e No change to 12 month price objective of $105 or
439 upside. Reiterate Buy opinion.
Opinion & Financial Data
Investment Opinton:  D-1-1.9 i i .
Mht Value / Shares Ouxslandingptmn)' $1.239/17 Fundamental ngh"ghts.
Price/Book Ratio:  NM ¢ 1Q revenue was $136.8MM, 2% above our est., up
Stock Data 66% sqt’ly & 212% y/y. Net of Shared Tech acq.
which added $45MM in gtr., revenue was up 11%
52-Week Range:  $91 1/4-S19 3/4 sqt’ly & over 2 fold yly.

Symbol / Exchange: ICIX /OTC
Options:  Pacific
Institstiona: Ownership-Spectrum:  NA
Browers Covenng (First Cally: 15

ML Industry Weightings & Ratings**

Strategy: Weighting Rel. to Mkt.:
Income:  Overweight (07-Mar-95)
Growth:  Underweight (07-Mar-95)
Income & Growth:  Osverweight (07-Mar-95)
Capital Appreciation:  Overweight (16-Jan-96)

Market Analysis: Technical Rating:  Above Average (24-Dec-96)

“Intermediate term opimion last changed on 31-Mar-98

**The wiews expressed are those of the macro department and do not
nevessaniy comncide with those of the Fundamental analyst.

Fer tal: myvesiment opimon defimtions. see footnotes.

Merrill Lynch & Co.
Global Securnties Research & Economics Group
Global Fundamental Equity Research Department

435238/435200/435197/335100/435000

1Q EBITDA loss was $9.8MM, more than double our
$4.6MM loss est. & flat with 4Q97’s loss. Excluding
$8MM in “unusual” network operating expense
items (network migration delays & unprofitable int’l
LD trafTic), 1Q EBITDA loss would have been
$1.8MM. We still expect positive EBITDA in 2Q.

We maintain our full-year ‘98 revenue estimate of
$750MM but are lowering EBITDA by 26% from
$90MM to $67MM. We are lowering full-year ‘99
revenue by 3% from $1.2 billion to $1.15 billion &
EBITDA by 12% from $211MM to $186MM.

Stock Performance
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Intermedia Communications Inc - § May 1998 @ME!'“I llvnch

On April 29. ICIX reported 1Q results showing continued provisioning and customer service support costs
strong topline growth. However, reported EBITDA loss required to serve US WEST and possibly other

was larger than anticipated due to “unusual™ expense RBOCs (we think announcements of similar national
items related 1o key growth initiatives and delay in data deals with other RBOCs are likely) as its preferred

migration to a new long haul network supplier which provider of OUl'Of‘f§8i9“ data svcs.: ¢) S?:MM in

masked solid cost improvement in the quarter. We expect negative gross margin impact from ICIX's soon to be

ICIX to reap ample returns from these investments in pl’msed out wholesale international LD business: and d)

systems crilical to support the numerous voice and data $2MM in SG&A_[COS‘SIrég?dl‘_i:ggfag‘? ans and
rowth initiatives already underway. increasing capacity on s line provisioning

& Y 4 billing systems. Table | below details our ests. of the

1. Revenue: Reportedrev. was $l§6'.8MM. 2% above quarterly impacts these growth initiative expenditures
our est. of $133.8MM. a 66% seq'l increase and up will have on EBITDA. For 1Q, excluding the spending
212% yly. Netof rev. contribution from the Shared on company systems and headcount required for
Tech acquisition which closed 3/10 (Shared Tech's 1Q growth, we est. ICIX would have reported an EBITDA
results are included in full quarter). rev. was $92MM. an loss of $1.8MM vs. our forecast of S+.6MM. We
11% seq’] improvement and more than double 1Q97's continue to expect positive EBITDA beginning in 2Q.
$43.9MM. Key growth drivers include: a) Local and estimate that by 4Q ICIX will have an annualized
Network Sves. with 1Q rev. of $33.7MM., 38% above EBITDA run rate approaching S150MM. implying an
our est. of $24.4MM, a 104% seq’l increase and up 6.5 EBITDA multiple of 24x at current prices for a
fold v/y. Net of Shared Tech's $13MM contribution, company with 5-year EBITDA CAGR of 6+4%.
internal rev. was $20.7MM, up 25% sequentially and 4
fold v/y: b} Interexchange Svcs. rev. of $44.8MM, 1% Table 1: EBITDA Impact From Expenses
higher than our est. of $44.3MM, a 39%$seq‘l increase Related To Growth Initiatives
and up 76% vy/v. Net of Shared Tech’s $10MM .
contribution. internal rev. was $34.8MM, 8% higher ($ millions) 1096E 2098E 3Q06E 4QSE 1%98E
than 4Q97 and up 36% y/y. Due to continuing low Network Migration Delay 6 3 1 0 10
margins. ICIX announced that it would accelerate the Wholesale Intemational LD 2 1 0 0 3
phase out of its wholesale international long distance Total “Unusual” Expenses 8 4 1 0 13
sves. over the next 2 quarters. vyith ll.'le‘full effpct of the G&A For RBOC Data Contract 3 3 3 3 12
approx. $2MM monthly reduction hitting during 3Q98: ,
and. ¢} Data Svcs. rev. (including DIGEX and enhanced Systems Capacity Upgrade 2 2 2 2 8
data sves. "EDS™) was $36.5MM. 7% below our est. of EBITDA Impact From Growth 13 9 6 5 3

$39.1MM. but a 15% seq'l increase and up 223% vy/y. Source: Merill Lynch estmates

We est. DIGEX rev. was $17.1MM. a 14% seq’l

increase and 15% lower than our est. of $20.113[M. 4. Cap Exp: 1Q cap exp was $76MM. ‘15% lower than

while EDS rev. was $19.4MM, a 15% seq'l increase our est. of $90MM., including approximately $4MM

and 2 higher than our est. of $19.0MM. for expenses related to Shared Tech. We are
R ) maintaining our full-year ‘98 est. of $375MM and
2. Access Lines: At quarter-end, ICIX reported lowering full-year ‘99 to $375SMM from $475MM.

220.587 local access lines in service, including

111.600 from Shared Tech. Net of Shared Tech’s

contribution of 3.800 access lines added during the

guarter, ICIX's 27.600 access line additions were

| 1% lower than the 31,000 lines added during 4Q97.

We attribute this siowdown to time required by o

ICIX s salespeople to train Shared Tech’s sales force. EBITDA est. reduced by 12% from $211MM to

We est. 1Q line mix to be 40% total service resale, S186MM. '

40 on-net. and 20% via unbundled network 6. Conclusion: We maintain our 12 month price
objective of $105 based on our 10-year DCF model.
Our price objective is based on the average between
our year-end ‘98 and year-end ‘99 private market
values using a 15% discount rate. 9.5x terminal
EBITDA multiple, and no public to private discount.
Although we lowered our near term EBITDA
forecasts, the impact to private market value was off-

set by a $100MM reduction in cap exp for ‘99.

5. Estimate Changes: We maintain our full-year ‘98
rev. est. of $750MM. We are lowering our full year
‘98 EBITDA forecast from $90MM to $67MM (9%
margin) and our full-year 99 forecasts with revenue
est. reduced by 3% from $1.2Bn to $1.15Bn and

elements.

3. EBITDA: 1Q EBITDA loss was $9.8MM, more
than double our est. of $4.6MM and flat with
$9.9MM in losses for 4Q97, but an improvement of
22% y/y. The 1Q EBITDA loss was higher than
anticipated due to: a) $6MM for delays in
transitioning leased long haul network to Williams:
b} $3MM for incremental
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Comment Telecommunications/Services - Local

RCN Corp.

1Q Results: Strong Progress ACCUMULATE*
Across The Board

Long Term

Reason for Report: 1Q Resulis Reported !
BUY

Investment Highlights:

Price: $23 172 e On May 12, RCN Corp. reported 1Q results showing
] strong fundamental improvement across the board.

Estimates (Dec) 1997A 1998E 1999E Solid topline improvement was driven by strong sqtl.

EPS. dso.72 ds2.94 $3.77 growth in customer connections (i.e. voice, video

P/E NM NM NM and/or data subscriptions) & sqtl. improvement in

EPS Change (YoY': NM NM monthly rev. per customer connection.

Consensus EPS ds2.16 d$3.08

(First Call. 24-Apr-98)

e  We maintain our 12-18 month price objective of $35,

Q! EPS iMar: NA d4%0.99 49% upside, & our intermediate term Buy & long
Cash Flow ‘Share $0.26 d$1.88 ds2.22 term Accumulate opinions.

Price/Cash Filow: 98.1x M NM

Dividend Rate Nil Nil Nil H : .

Dividend Yield Nil Nil Nil Fundamental Highlights:

Opinion & Financia! Data

e 1Q corporate revenue was $43.0MM, 1% higher
than our estimate of $42.4MM, up 4% sqt’ly & 45%

Insvestment Opimon:

Mkt Vaiue - Shares Quistanding (mn):
Book Value/Share (-97)

Price/Book Ratio:

LT Liabihity % of Capital:

Stock Deata

D-2-1-9 y/y. Internal rev., net of data rev. acquired from the
$1.402.5/55 Erol’s & Ultranet deals grew 5% sqt’ly & 26% y/y.
$6.73

3.8x ¢ 1Q EBITDA loss was $9.6MM, 17% better than our
70.0% est. loss of $11.6MM & a 13% widening vs. 4Q.

¢  We maintain our full-year 1998 rev. est. of $216MM
& EBITDA loss est. of $37TMM.

52-Week Range

Symbeol / Exchange:

Options:

Irstitutional Ownership-Spectrum:
Brokers Covenng (First Call)

ML Industry Weightings & Ratings**

$30 5/8-812 1/2 . . .
¢ RCN'’s network buildout is on schedule with 63,386

RCNC/OTC

Pacific homes passed by its advanced fiber network by
25.4% quarter-end, 6% higher than our est. of 60,000. On-
6 net customer connections at end of 1Q were 20,339,

approximately $§% higher than our est. of 19,300,
driven by 12% higher than est. subscription to voice

Strategy: Weighting Rel. to Mkt.:

svcs. RCN'’s penetration rate of homes passed is on

énrcxx 8;;:::5;;1 t :g;”;:: gg; track with our ests. As of 1Q, approx. 16% of total
Income & Growth: Overweight (07-Mar-95) homes passef! haYe subscribed to an average of 2 on-
Capital Appreciation:  Overweight (16-Jan-96) net svcs. (voice, video and/or data).
Market Analysis: Technical Rating:  Above Average  (24-Dec-96)
*Intermcdiate term opinion last changed on 09-Feb-98. Stock Performance

**The views expressed are those of the macro department and do not

For fuli investment opinion definitions, see footnotes.

necessanly coinaide with those of the Fundamemal analyst.
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Global Securities Research & Economics Group

Global Fundamental Equity Research Department
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Qghlenill Lynch

On May 12, RCN Corp. reported 1Q results showing
strong tundamental improvement across the board. Solid
topline improvement was driven by strong sgtl. growth in
customer connections (i.e. voice, video or data
subscriptions) and sqtl. improvement in monthly rev. per
customer connection. During 1Q, RCN continued its rapid
network development, beating our forecast of 60,000
homes passed by its advanced fiber network by quarter-
end. 1Q Highlights were as follows:

1. Revenue: RCN restated its rev. into the following 3
categories: voice (resale and advanced fiber local and LD
sves.): video (advanced fiber. wireless, and traditional
hybrid fiber coaxial cable sves.):. data (high speed internet
sves. ): and other (dial-up internet and commercial svcs.).

1Q corporate rev. was $43.0MM, 1% higher than our
estimate of $42.4MM. up 21% sqt’ly and 45% y/y.
Internal rev.. net of data rev. acquired from the Erol's and
UltraNet deals, grew 5% sqt'ly and 26% y/y. Voice rev.
was $3.5MM. up 64% sqt’'ly and over 8 fold y/y. Video
rev. was $26.7MM. up 1% sqt'ly and 9% y/y. Data rev. of
$5.7MM was almost entirely from 1 month of internet rev.
from the Erol’s and UltraNet acquisitions which closed on
2/24 and 3/2. respectively. Other rev. was $7.1MM, up
4% sqt'ly and 52% yly.

1Q monthly rev. per on-net connection showed sqtl.
improvement with voice (local and LD) in the high $60's
up over 25% vs. the low $50's in 4Q: video in the low
$30's up over 20% vs. the high $20’s in 4Q: and data of
$18-19. in line with 4Q.

We maintain our full-vear 1998 and 1999 rev. estimates of
S213.9MM and $337.0MM. respectively.

2. EBITDA: 1Q EBITDA loss was $9.6MM. 17% better
than our forecasted loss of $11.6MM and a 13% widening
vs. 4Q. 1Q EBITDA loss was $2MM lower than
anticipated due to timing issues regarding payment of
expenses related to local network development. As we
anticipate the $2MM in expense will be incurred during
the next 2 quarters, we maintain our full year 1998 and
1999 EBITDA loss ests. of $35.7MM & $3.2MM,
respectively.

3. Network Development & Unit Growth: RCN's
network huildout is on schedule with a reported 63,386
homes passed by its advanced fiber network by quarter-
end. 6% higher than our estimate of 60,000.

The company is also restating its service connection count
intc two categories, advanced fiber or “on-net” and other
or "off-net”. Within these two categories, the svcs. are
further separated into voice, video or data subcategories.
As shown in Table 1 below, on-net customer connections
of 20.339 were approximately 5% higher than our estimate
of 19.300. driven by 12% higher than est. subscription to
voice sves. In addition, RCN is right in line with our

forecast regarding the penetration of sales into homes
passed by its advanced fiber network. As shown intow O
in Table 1 below, as of 1Q. approx. 16% of total homes
passed are subscribing to an average of 2 on-net svcs.
(voice. video and/or data).

Table 1: 1Q Connections & Penetration
Our Est.  Actual % Variance

A Homes Passed 60,000 63386 56°%
On:Net

B Voice 4000 4473 118%

c Video 15.000 15599 4.0%

D Data 300 267 -11.0%

E (sum B:0) Total On-Net 19,300 20,339 54%
Off-Net

F Voice 40000 40447 11%

G Video 225000 227.558 1.1%

H Data 370,000 370271  01%

\(sumF:H) Total Off-Net 635,000 638,276 0.5%

J(E+) Tota! Service Connections 654,300 658,615 0.7%
Penetration Of Homes Passed

K (B/A) Voice 6.7% 7.1%
L(CrA) Video 25.0% 246%
Mm(0/A)  Data 0.5% 0.4%
N Services Per Customer 20 20

O(ENA)  Total On-net 16.1% 16.0%

Source: Merill Lynch estimates and company reports.

Conclusion - We maintain our intermediate term
Accumulate and long term Buy opinion & our 12-18
month price objective of $35, 49% upside. Our price
objective is based on a sum of the parts valuation
including: a) our

10-yr DCF model for RCN Telecom. using a 15% discount
rate, 10.0x terminal EBITDA multiple, no public to private
discount and a 20% discount to reflect minority ownership
in RCN Telecom by its partners; b) 11.0x *99 EBITDA of
$41.5MM for the indep. cable properties; and: ¢) 11.0x ‘99
EBITDA of $13MM (adjusted to account for 40%
ownership) for Megacable, the Mexico CLEC venture.
Merrill Lynch is currently acting as a financial advisor and has rendered a
faimess opinion to RCN Corporation in connection with its proposed
acquisition of Erol's, which was announced on January 21, 1998. RCN
Corporation has agreed to pay a fee to Memill Lynch for its financial
advisory services, a significant portion of which is contingent upon the
consummation of the proposed transaction.

This research report is not intended to (1) provide voting advice. (2) serve
as an endorsement of the proposed transaction. or (3) result in the
procurement, withholding. or revocation of a proxy.
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Teligent Inc.

1Q Report: Network Deployment

Moving Faster Than Expected

Reason for Report: 1Q98 Resuits Reported

ACCUMULATE*

Long Term
BUY

Price: $30
Estimates (Dec) 1937A 1998E 1999E
EPS: ds2.94 d33.47 d%$3.49
P/E: NM NM NM
EPS Change (YoY & NM NM
Consensus EPS ds$3.55 d$4.25
tFirst Call: 07-May-98)
Cash Flow /Share ds2.83 ds3.29 d33.23
Price/Cash Flow NM NM NM
Dividend Rate Nil Nil Nil
Dividend Yaield: Nil Nil Nil
Opinion & Financial Data
Investment Opinion:  D-2-1-9
Mht Value / Shares Qutstanding imn):.  51.586.3/54
Price/Book Ratio:  NM
LT Liability % of Caputal:  57.0%
Stock Data
S2-Week Range.  $353/8-322 114
Svmbol / Exchange:  TGNT/OTC
Options:  None
Inctituiional Ownership-Spectrum: 20.9%
Brokers Covenng (First Cally: S
ML Industry Weightings & Ratings**
Strategy : Weighting Rel. te Mkt.:
Income. Overweight (07-Mar-95)
Growth  Underweight (07-Mar-95)
Income & Growth:  Overweight (07-Mar-95)
Caputal Appreciation”  Overweight (16-Jan-96)
Market Analyvsis: Technical Rating:  Above Average (24-Dec-96)

“Inrermediste tem opmon last changed on 18-Dec-97.

For st meesiment apicion definitions, see footnotes.

Mermill Lvnch & Co.

Global Securities Research & Economics Group
Global Fundamental Equity Research Department

vrressed are those of the macro depantment and do not
mwide with those of the Fundamental analyst.

Investment Highlights:

e 1Q report indicates that network deployment

is progressing faster than expected.
¢  We maintain our intermediate term

Accumulate and long term Buy opinion.

¢ Our 12-18 month price objective remains
$37, 23% upside, based on our 10 year
discounted cash flow (DCF) model, a 15%
discount rate and 9.0 multiple on terminal
vear EBITDA, and no public market
discount.

Fundamental Highlights:

e Management expressed confidence that they
may exceed their previously stated goal of
having 10 commercial markets by year-end
1998, thereby accelerating the deployment of
the 20 new markets planned for 1999.

¢ Teligent installed 7 DMS 500 local/long
distance switches and has an additional 6 on
order for installation later in the year.

¢ During 1Q, Teligent signed a 3 1/2 year resale
agreement with Frontier for long distance
services and a 2 year resale agreement with
Concentric for internet access and data
networking services.

Stock Performance
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Teligent Inc. - 14 May 1998

%Merril] Lynch

Teligent's 1Q Report & Analyst Call Reaffirms Our
Confidence In Its Network Deployment Schedule.
Reiterate Accumulate Opinion & $37 12-18 Month
Price Objective, Or 23% Upside.

After the market close on May 12, Teligent released 1Q
results and hosted a call with analysts for the purpose of
providing an update on activities related to the
commercial rollout of the company’s wireless CLEC
(competitive local exchange carrier) services. The most
noteworthy announcement was the company’s assertion
that they may exceed their goal of having 10 commercial
markets in service by year-end 1998. To this end,
management stated that “"with teams already deployed in
20 markets. we have the opportunity to accelerate the
launch of a number of markets originally scheduled for
1999. allowing us to exceed our goal of introducing
Teligent service in 10 markets this year.” Additional key
highlights of the quarter and the analyst call were as
follows.

1. Construction/market development update: During
1Q. Teligent installed DMS 500 combination local/long
distance switches in Dallas, Denver, Houston, Los
Angeles, Orlando, San Antonio and Washington, D.C.
By vear-end we expect Teligent to install switches in
Chicago. San Francisco, Atlanta, New York, Philadelphia,
and Boston. These switch installs constitute the most
time consuming requirement to provide commercial
telephone service within a market, and we believe this
schedule will allow management to accelerate the launch
of markets originally scheduled for rollout of commercial
service in 1999.

2. Los Angeles Network: Teligent has beta customers
up and running on its fixed wireless point-to-multipoint
network in Los Angeles. Currently this network is
comprised of 3 hub sites and 20 customer buildings.
Teligent is utilizing the Los Angeles network to
streamline its process and procedures for network
deplovment. customer installation and support, and
intends to use it as a model for the rest of the country.

3. Long Distance & Internet Resale Contracts: During
1Q. Teligent signed a 3 1/2 year resale contract with
Fronuer which will provide it access to Frontier’s long
distance products including domestic and international
LD. calling cards. and conference calling. Teligent also
signed a 2 vear resale contract with Concentric which will
allow it access to Concentric’s nationwide ATM network
and the ability to resell dedicated internet access and web
hosting services.

4. Staffing Up: As of the analyst call (May 12). Teligent
had 675 employees with approximately 450 of those
employees added during the first 4 months of 1998, well
on its way to its headcount goal of 1,100 to 1.200 by year-
end 1998. The company stated that approximately 30%
(about 200) of the current employees are in sales and
marketing positions.

5. 1Q98 Financial Results: Teligent reported quarterly
revenue of $100,000 from internet access and data
services provided over point-to-point wireless links in
support of license perfection activities. EBITDA loss was
$26.5MM with cost goods of $7.4MM and SG&A of
$19.2MM. Reported net loss for the quarter was
$38.6MM which included $6.6MM in non-cash. stock
based compensation charges.

6. Cap Exp: During 1Q, Teligent's cap exp was
$51MM. Until we know the extent of Teligent's
acceleration of its city rollout, we maintain our full-year
1998 estimate of $170MM. However. this estimate may
prove to be conservative dependent on the final number of
cities in commercial service by year-end 1998.

7. Financing Activities: During 1Q. Teligent raised an
additional $250MM in Senior Discount Notes due 2008,
bringing its available funding to $1.6B (comprised of
$820MM in cash and $780MM of vendor financing) at
1Q. The company stated that these funds will be
sufficient to fund capital requirements through 2000.

Conclusion: Teligent's commercial service roliout
appears to be running ahead of street expectations with
more than 10 cities now likely to be in commercial
operation by year-end 1998. We are exuremely
encouraged by this announcement as it reaffirms our
confidence in Teligent's network deployment schedule
and thus, we reiterate both our intermediate term
Accumulate and long term Buy opinions as well as our
$37 12-18 month price objective. Our price objective is
based on our 10-year discounted cash flow (DCF) model.
a 15% discount rate, a 9.0x multiple on terminal year
EBITDA, and no public market discount.
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USN Communications Inc

Solid 1Q: Results In Line But Slightly

" ACCUMULATE*

Lowering 1998 Estimates

Reason for Report: 1Q Results Reported

Long Term
BUY

Price: $15 3/4
Estimates (Dec) 1997A 1998E 1999E
EPS ds15.55 ds$8.81 ds4.61
P/E NM NM NM
EPS Change 'YoY¥ NM NM
Consensus EPS: ds8.48 d$4.19
(First Call: 04-May-98)
Q2 EPS Juny: NA ds1.55
Cash Flow /Share ds15.67 ds5.47 -
Price/Cash Flow: NM NM NM
Dividend Rate Nil Nil Nil
Dividend Yield: Nil Nil Nil
Opinion & Financial Data
Investment Opinion:  D-2-1-9
MKkt Value 7 Shares Outstanding (mn):  $442.5/30
Book Vaiue'Share (-97).  dS1.94
Price/Book Ratio:  NM
Stock Data
52-Week Range:  $23-513 3/4
Symbol / Exchange:  USNC/OTC
Opuions:  None
Instiunonal Ownership-Spectrum: NA
Brokers Covenng (First Cally. 2
ML industry Weightings & Ratings**
Strategy: Weighting Rel. to Mkt.:
Income:  Overweight (07-Mar-95)
Growth:  Underweight (07-Mar-95)
Income & Growth:  Overweight (07-Mar-95)
Capital Appreciation:  Overweight (16-Jan-96)
Market Analyvsis: Technical Rating:  Above Average (24-Dec-96)

*Intermediute term opinion last changed on 12-Feb-98

"7 The view s expressed are those of the macro depantiment and do not
necessan iy coneide with thuse of the Fundamental analyst

For full invesiment opmion definitions. see footnotes.

Memill Lynch & Co.

Global Securities Research & Economics Group
Global Fundamental Equity Research Department

435200/435197/:4351 007435000

Investment Highlights:

On May 7, USN reported 1Q results with rev. &
EBITDA in line with our ests. The solid topline was led
by strong access line growth & continued improvement
in revenue per line.

We maintain our $24 price objective, 52% upside, based
on our 10-year DCF model assuming a 15% discount
rate & 9x terminal year EBITDA. We maintain our
intermediate term Accumulate opinion.

Fundamental Highlights:

1Q rev. was $32.4MM, in line with our est., up 60 %
sqt’ly & over 8 fold y/y. Topline growth was driven by
direct sales rev. of $27.5MM, up 36% sqt’ly & over 7
fold y/y. Net of acquired revenue from Connecticut
Telephone, core USN revenue was $27.8MM, up 38%
sqt’ly. Average monthly rev. per line was $49 up 4%
sqt’'ly over $47 in 4Q.

1Q EBITDA loss was $36.SMM, in line with our est. of
$36MM. Strong SG&A cost controls offset a lower than
expected gross margin.

As previously reported, USN installed 54,000 net local
access lines during 1Q, the 2nd highest number of local
access lines of the publicly traded CLECs.

Notwithstanding solid 1Q results, we are lowering our
full-vear 1998 rev. forecast by 3% from $310.5MM to
$300.6 due to slower than expected ramp up of
telemarketing. In addition, we are slightly increasing
full year 1998 EBITDA loss est. from $123MM to
$124MM. We expect 2Q EBITDA loss to be flat with 1Q
& forecast improvement during the final 2Q’s of 1998,

Stock Performance
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USN Communmcations Inc - 13 May 1998

@Menill Lynch

On May 7. USN Communications (USN) reported 1Q
results with revenues and EBITDA in line with our
expectations. Topline growth was driven by strong
sequential local access line adds and a sequential
improvement in revenue per access line. In addition,
strong SG&A cost controls offset a lower than expected
£ross margin.

Company Description: USN is a competitive local
exchange carrier (CLEC) that offers telecom services to
small and medium sized business customers throughout
Bell Atlantic and Ameritech regions through total service
resale contracts. During 1Q. USN maintained its position
as having installed the 2nd highest (next to the MFS
subsidiary of WorldCom) number of net local access lines
vs. the test of the CLEC industry. 1Q highlights are
detailed below;

1. Revenues: 1Q total corporate revenue was $32.4MM,
in line with our estimate. up 60% sequentially and 8 fold
v/v. Direct sales revenue was $27.5MM. 1% lower than
our estimate of $27.9MM. up 36% sequentially and 7 fold
v/y. Although we were not expecting any enhanced
service revenue during 1Q, initial sales efforts resulted in
revenue of approx. $0.3MM. Net of acquired revenue
from Connecticut Tel., core USN revenue of $27.8MM
was a 38% sequential improvement over 4Q. At $4.6MM,
Connecticut Tel. revenue was in line with our estimate.

As previously reported in our 4/13 note, there was an
$880.000 impact on 1Q revenue from one-time customer
discounts for problems associated with migrating to a new
billing system. Net of this impact. the average revenue per
line was approximately $49. a 4% increase over the
average of $47 for 4Q. We maintain our estimate of $53
average revenue per access line by year-end 1998.

2. EBITDA: 1Q EBITDA loss was $36.5MM, in line
with our estimate. a 22% widening of loss from the
$30MM 1n loss reported for 4Q97. USN's gross margin of
17.8% was a sequential improvement of 340 basis points,
but lower than our estimate of 27%. We have reallocated
some expenses into SG&A from COGS, and anticipate a
2Q gross margin of 20.8% (300 basis point sequential
improvement). USN's SG&A of $42.3MM was 6% lower
than our esuimate, decreasing as a percentage of revenue
by over 20% vs. 4Q.

3. Net Access Line Additions: As reported on 4/13, USN
installed approx. 54.000 incremental net access lines
during 1Q ending the quarter with 226,000 lines installed.
Although flat vs. 4Q97 adds, USN installed the second

highest number of access lines of the publicly traded
CLECs. We forecast USN will add an incremental 64.000
access lines during 2Q and will reach approx. 540.000
access lines by year-end 1998. While this is 4% below our
prior estimate of 560.000, any effect on revenue is offset
by better than anticipated sales of enhanced services.

As we reported in our 4/13 note, during 1Q USN’s access
line churn was approximately 2% per month, higher than
our forecasted 1.5% per month, due to customer loss
stemming from the billing systems issues mentioned
above. We expect churn to return to approx. 1.5% during
future quarters.

4. Cap Exp: 1Q cap exp was $5.4MM, in line with our
estimate of $5.0MM. We maintain our forecast of
$20.0MM for full-year 1998.

5. Geographic Expansion: USN began marketing in four
new states during 1Q: Indiana, Wisconsin. New
Hampshire and Rhode Island. In addition, USN installed
an initial salesforce in the Bell Atlantic South (Bell
Atlantic states prior to the merger with NYNEX) territory
and is currently beta testing its provisioning systems in
Maryland. Revenue from sales within this new territory
should begin to have a noticeable effect by 3Q. In
addition, USN has also begun exploring options within
SBC's territory through a resale agreement with a large
unidentified CLEC in Texas. The company announced
that they are currently beta testing the systems of that
CLEC.

6. Estimate Change: We are lowering our full-year 1998
revenue estimate by 3% from $310.5MM to $300.6MM
due to the slower than expected ramp up of telemarketing
sales. As reported on 4/13, USN now has 90 telemarketing
“chairs” in service and we anticipate that as the
telemarketers are trained and productivity increases the
revenue run rate will be sufficient to meet our 1999
forecasts. In addition, we are slightly increasing our
forecasted EBITDA loss for full-year 1998 from $123MM
to $124MM. We forecast 2Q EBITDA loss of $36.TMM,
virtually flat vs. 1Q and anticipate that final two quarters
of the year will show sequential improvement. We
maintain our 1999 and outer year revenue and EBITDA
forecasts.

Conclusion: We maintain our $24 price objective based
on our 10-year discounted cash flow (DCF) model
assuming a 15% discount rate, a 9 multiple on terminal
year EBITDA, implying a 4.9% growth rate of perpetual
free cash flow. We maintain our intermediate term
Accumulate and long term Buy opinion.
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Table 1: USN Communications Detailed Financial Forecast

1997A 1Q98A 20Q98E 3Q98E 4Q98E 1998E 1999E 2000E 2001E 2002E 2003E 2004E 2005E 2006E 2007E
Revenues :
Drecr Sales 472 275 39.9 586 887 2156 3923 5021 6033 6905 7761 8611 9428 10247 11075
Telemar«gtng - - 20 80 130 230 988 2003 2699 3155 3694 4235 4779 5325 5876
Agents - - - - - - 76 213 38 429 531 632 735 838 941
Enhancec - 03 20 49 6.1 133 235 3041 32 483 582 689  BOA1 822 105.2
Core Revenues 472 278 439 715 1088 2519 8222 7538 9421 10971 1256.8 14167 15744 17332 18844
CONTEL Revenues - 46 128 347 166 486 632 767 877 987 1103 1225 1362 1513 1683
Total Revenues 472 324 567 862 1253 3006 5854 8305 1,029.8 1,1959 1,367.1 1,539.3 1,7105 1,884.6 20627
Expense
Cost of Sales 413 266 449 655 915 2285 4172 5715 7003 8027 9179 1,0338 1,1332 12484 13663
Sales & Marketing 1004 423 485 517 539 1964 2086 2483 2770 3038 3308 3617 3934 4259 4600
Depreciation/Amort 35 22 12 14 21 68 100 142 186 197 221 232 244 256 304
Operaiing Profit (97.9) (38.7) {37.8) (325 {(221) (131.2) (514) (35 339 697 962 1205 1596 1846 206.1
Interest Exp net 1.9 55 9.6 12.1 145 417 59.3 53.1 414 30.0 18.3 2.0 - - -
Pretax Prott (1088) (442) (475) (445) (366) (172.8) (110.7) (566) (7.5) 397 779 1185 1506 1846 2061
Accumitd Prefd Div 2.2 06 - - - - . - - - - - - - -
Taxes = = = = = = = = = = = = = = =
Net Prcéit (loss) {112.1) (448) (475) (445 (36.6) (1734) (1107) (566) (75) 397 779 1185 1596 1846 206.1
EPS S $(3.12) $(2.07) $(1.88) $(1.50) $(B.56) $(4.41) $(2.19) $(0.28) $1.45 $275 $407 $532 $597 $647

(15.55)
Shares 0 S 72 144 230 237 244 214 251 258 267 275 283 291 300 3098 318
EBITDA (94.4) (365) (36.7) (31.0) (20.1) (1243) (414 107 525 895 1183 1437 1839 2102 2364
Cap Exp 15.0 54 50 50 50 200 210 221 232 243 255 268 281 285 310
Free Cas™ Fiow (7 (1202) (62.7) (11.8) 296 657 931 1171 1566 1814 2045
Access Lines {000s) 172 22¢ 290 390 540 540 913 1,189 1384 1584 1807 2014 2217 2422 2626
Margins
Cos: ¢! Sales 874° 822% 792% 760% 73.0% 760% 71.3% 688% 680% 671% 67.1% 67.2% 662% 662% 662%
Sales & Marxeting 2127% 1305% B55% 60.0% 430% 653% 358% 299% 269% 254% 242% 235% 230% 226% 22.3%
Decreziztion Amort T45%  68% 21% 1.7% 165 23 1.7% 1.7% 18% 1.7% 1.6% 1.5% 14% 1.4% 1.5%
interest Exp net 282% 169% 156% 135% 114% 139% 101% 64% 40% 25% 13% 01% 00% 00% 00%
Ne! Profioss NV NM NM NM NM NM NM NM NM  33% 57% 77% 93% 98% 10.0%
Y/Y Change
Core Revenues
Direc: Sales NA NM NA NA 343.8% 356.9% 81.9% 28.0% 20.2% 144% 124% 109% 95% 87% B81%
Telemarxeting NA NM NA NA NM NM 329.5% 1028% 347% 169% 17.1% 146% 128% 114% 10.3%
Agents NA NM NA NA NM NM NA 181.0% 539% 309% 237% 19.2% 162% 14.0% 124%
Enhancec NA NM NA NA NM NM  77.0% 280% 202% 335% 204% 183% 163% 151% 141%
Core Revenues NA NM NA NA 4384% 4338% 107.3% 444% 250% 165% 145% 127% 11.1% 101% 9.3%
CONTEL Reverues NA NM NA NA NM NM 289% 214% 144% 125% 11.8% 111% 11.1% 112% 112%
Tota Sevenues NA NM NA NA NM NM 84.7% 418% 240% 16.1% 143% 126% 11.1% 102% 95%
Cperatng Proft NA NM NA NA NM NM NM NM NM 1056% 3B.0% 253% 324% 157% 11.6%
Net Proi NA NM NA NA NM NM NM NM NM NM 861% 521% 346% 157% 11.6%
EPS NA NM NA NA NM NM NM NM NM NM 804% 47.7% 307% 123% 84%
EBITDA NA NM NA NA NM NM NM NM NM 703% 323% 215% 280% 143% 125%

Source Merri Lynch estimates
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USN Communications Inc - 13 May 1998

TUSNC] MLPFAS was a manager of the most recent public ofenng of securites of this company within the last thres years

FUSNCl The secuwrmes ot the cgompavy ‘ara not hsted DUl rade ovar-the-countsr m the Unted States In the US. retal sales andror distribubon of this report may be made only in states where these sacuriies are exempt from
registraton or have been quaitied ‘or saie  MLPFAS or its affilates usually make & market in the securties of this company

Opnion Key fX-a-b-c] investment Risk Rating(X)' A - Low, B - Amaqe C - Above Average D - High  Appreciabon Potental Rating (a: Int. Term - 0-12 mo.; b: Long Term - >1y1): 1 - Buy, 2 - Accumulate. 3 - Neutrai. 4 -

Reduce. & - Sal 6 - No Ratng Income Ratingic) 7 - Same/Migher, 8 - Same/Lowar, 9 - No Cash Dvidend

Copmg'l 1998 Memil Lynch. Pierce Fennar & Smith Incorporated (MLPFAS). This report has been issuad and approved for pubkication in the United Kingdom by Merill Lynch. Pierce. Fenner & Smith Limited. which s

regulated oy SFA. and has been considered and issued in Australia by Merrill Lynch Equides (Austraha) Limrted (ACN 006 276 796), a icensad secures deaier under the Austrakan Corporations Law. The informaton herein was
obtained from vanous sources: we do not guaranise s accuracy of completeness. Addbonal information availabie.

Nerher the informanon nor any opinion expressad consttutes an offer. or an invetation 10 make an offer, 1 buy of soll lny securites or any optons, futures or other cervatves related to such secunmies (“related invesiments”)
n any sacurbes of this 1ssusr(s) or in related nvestments. and may be on the opposite sde

MLPF&S and ts affilates may trade for their own accounts as odd-iof dealer. market makes. biock p 0
of public orders  MLPFAS. nts aflinates. directors officers ) and empioyee benefit prog! have 2 jong or shon postbon m any sacurites of this issuer(s) or in related investments MLPFA&S or its affiiates may trom
me 1o ime perform nvastmant banking ot other services for, of solicr investmani banking o other business from, any entrty mantoned in this report.

This research report 1s preparad for general circulahon and s crculated for gancul information only. 1t does not havo regard b M specific nvestmen nonc!ms ﬁnlncnl sttuation and the paricutar needs of any specriic
person who may recerve this report. Investors shouid seek financial advice reganding the of inany in s report and shoukd understand that
statements regarung huture prospects may nol be realzed. investors should note that Income rom such securbes, Mny may W- and that sach ucumy s pres of vam may rse or fall Accordingly. investors may recerve
back less than onginatly invested Past performance « not necessarily a guioe 1o future performance

Foregn cumrency rates of exchange maz adversely afiect the value. price or income of any security or reiated investment menboned in this oL in 8ddron, iNvestors in sacurmes such as ADRs. whose values are influsnced

by the currency of the undertying sacurty, o ly 855UME CuTeNCy risk
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